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A Bank’s Attitude Toward Inventories 


By Home 


Two questions have been submitted: 
what the bank’s attitude should be with 
regard to audit of customers’ inven- 
tories, and what kind of check the bank 
should advise. 

These following 
are offered: 

First, that the bank should empha- 
size to its customers that efficient man- 
agement and accurate inventories are 
inter-dependent, and should encourage 
customers to authorize audits that shall 
be thorough and independent. 

Second, that the bank should en- 
deavor to secure the customer’s per- 
mission to allow an officer of the bank 
to have a personal intervicw with the 
auditor after each audit, so that the 
officer may interrogate the auditor on 
the extent of his verification of inven- 
tories and of any other items. Such 
interviews would assist the bank offic- 
ers in forming their own judgment of 
the respective capabilities of auditors 
and in weighing each audit report or 
certificate. 


recommendations 


In suggesting the above recom- 
mendations, certain practical considera- 
tions are believed to set the limits of 
what the bank’s policy should be re- 
garding inventories. A brief discussion 
of the practical considerations in mind 
may be helpful. 

As to the kind of check, lf the audi- 
tor is to certify the balance sheet with- 
out qualification, he should, among 
other things, verify merchandise inven- 
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tory sufficiently so that he may be 
satisfied whether the quantities, the 
basis of valuation and the computa- 
tions are substantially accurate and 
reasonable. The basis of valuation is 
always an important factor and, there- 
fore, should be thoroughly investigated. 
Quantities and computations so often 
are erroneous that those elements also 
should be carefully verified. 

Uncertain elements in the basis of 
valuation are the quality and salability 
of the merchandise. The auditor must 
necessarily rely largely upon the con- 
cern’s officials and employees for cor- 
rect classification of the different 
grades and styles of goods on hand and 
for information and opinion about the 
probable marketability of the merchan- 
dise, 

A difficult element of the inventory 
for the independent auditor to verify 
is the quantities. The extent and 
method of verification of quantities 
which the auditor can undertake, 
within reasonable limits of time and 
expense, will depend upon the size of 
the business, the adequacy of the per- 
petual inventory records, the oppor- 
tunities for proving quantities by in- 
dependent checks and the efficiency of 
the organization having to do with the 
custody and inventorying of merchan- 
dise. The auditor examining the balance 
sheet of a small, inefficiently organized 
concern, which has no perpetual inven- 
tory records and whose methods of 
taking inventory are untrustworthy, 
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may decide that he cannot verify 
quantities without making a thorough 
inspection of the goods or attending 
personally while the inventory is being 
taken by the concern’s employees. On 
the other hand, the inventory of a very 
large corporation which is efficiently 
organized would be accepted ordinarily 
by the auditor as to quantities without 
any inspection of the materials, but he 
would ascertain by investigation of the 
records whether purchases, produc- 
tion, sales and inventories were co-ordi- 
nated, whether the system of stores- 
keeping was safeguarded, whether 
stocks were counted regularly through 
the year as supplies became low, and 
whether adjustments were currently 
made to bring the quantities on hand 
into agreement with the records. Be- 
tween those two extremes are the ma- 
jority of concerns whose stocks on 
hand should be verified as to quantities 
in varying degrees depending upon the 
auditor’s best judgment of what is the 
most practicable procedure under the 
circumstances. 

Honest and efficient management 
within the concern seeking credit are 
essential prerequisites to accuracy in 
inventory-taking in the first instance. 
The effectiveness of audits of inven- 
tories is dependent upon the auditor’s 
exercise of good judgment in adapting 
the scope of his examination to the par- 
ticular conditions. A vast amount of 
independent research, which conceiv- 
ably he might do in testing various 


opinions concerning the prices and 


salability of particular articles, he must 
avoid doing in the interest of economy 
of time. Time is of the essence in the 
great majority of audits. The auditor 
must gauge his work so that his report 
or certificate will be available within a 
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reasonable time aiter the statement 
date. 

The foregoing considerations lead 


to the suggestion that it would be in- 
advisable for the bank to attempt to 
advise a kind of check except in gen- 
eral terms as proposed in our first 
recommendation. 

As to the bank's attitude. It is im- 
portant that the bank should know in 
each case whether the auditor has veri- 
fied the inventory to his own satisfac- 
tion. A qualification in the certificate 
or an explanatory note on the face of 
the balance sheet may signify that the 
examination of inventories has been 
restricted. In such cases the credit de- 
partment of the bank is on notice. The 
absence of any qualification in the 
auditor’s certificate, or on the face of 
the balance sheet, should mean that the 
auditor has satisfactorily verified the 
inventory, but the bank should under- 
stand that the practices of auditing 
firms will necessarily vary because the 
verification of inventories is so much a 
matter of individual judgment. More- 
over, some inventories are not suscepti- 
ble of complete proof. Realizable values 
of certain goods may be conjectural 
because of unsettled markets and 
changes in styles. In order to decide 
what dependence should be placed on 
the results of a given audit, bank 
officers should know the auditor and 
the condition or restrictions under 
which he conducted his examination. 
To this end, bank officers should not 
only read the auditor’s report and 
certificate carefully, but should also 
have personal the 
auditors. 


interviews with 


The Federal Reserve Board pub- 
lished in May, 1929 a pamphlet en- 
(Continued on page 19) 
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Acceptances Under Letters of Credit Against 


c 
Merchandise Received Under Trust Receipt* 


One detail in accounting practice 
concerning which there seems to be 
some lack of knowledge, or lack of 
consideration on the part of account- 
ants, is the treatment of acceptances 
under letters credit. In order to 
avoid misunderstandings it im- 
portant that accountants should 
thoroughly informed regarding 
handling of such transactions. 

Ordinarily banks issuing letters of 
credit either hold documents evidenc- 
ing possession of the merchandise 
against which they have accepted 
drafts, or have delivered the merchan- 
dise to the customer on a trust receipt. 
In either case, the bank holds title to 
the merchandise, as the trust receipt 
states that the merchant or manufac- 
turer holds the merchandise at all times 
in trust for the bank, or if sold, the 
accounts receivable or proceeds of the 


of 
1S 

be 
the 


sale, as security for the payment of the 
draft. A bank rarely delivers merchan- 
dise under acceptances without secur- 
ing a trust receipt. 

Often it would difficult to 
identify or segregate the pledged assets 
because the merchandise released to 
the manufacturer on trust receipt may 
have gone into manufacture and lost its 
identity before the liability has been 
discharged. In such cases it is impos- 
sible for the accountant to show the 
specific asset pledged, but it is im- 
portant to indicate that the bank, 
theoretically at least. has recourse to 


be 


Cooperation 


* Prepared bv the ( on 2 
Robert Morris 


with Public Accountants of 


\ssociates. 


ommittee 
f the 


the merchandise other 
creditor should the acceptance not be 
paid. Proper accounting requires that 
all secured liabilities should Ccap- 
tioned as such. 

Acceptances under letters of credit 
may be described in various ways, but 
a description which seems to cover this 
adequately is the following: **\ccept- 
ances under letters of credit against 
merchandise received under trust re- 
ceipt.”” This is an exact statement of 
fact. It is not asserted that the item is 
collateraled by anything or secured by 


ahead of any 


be 


anything, because neither statément 
might be correct in the sense that would 
apply to a regular collateral loan. 


everybody, though, who understands 
the nature of a trust receipt is put on 
notice that the holder of these accept- 
ances has a lien on certain of the assets 
which comes ahead of other creditors. 

Banks are sometimes blamed for not 
reporting to the accountant the fact 
that they hold a lien on the assets cov- 
ered by acceptances. In some instances 
the bank may be careless, but at other 
times the fault lies with the accountant. 
Frequently the forms used by account- 
ants in confirming liabilities with banks 
do not call for information covering 
acceptance credits. Banks have to be 
careiul in reporting dealings with cus- 
tomers and usually feel that they 
should not volunteer details not called 
the confirmation blank. Ac- 
countants should familiarize themselves 
with the handling of acceptance credits 

(Continued on page 19) 


for on 











EB. k. Bue MM. 





JOURNAL 


A Court Decision on Depreciation 


When the excess profits taxes were 
enacted, and the previously mild fed- 
eral income tax was increased many 
fold, many business men for the first 
time began to take seriously the 
proposition that depreciation of physi- 
cal property may occur in spite of 
adequate current maintenance. The 
straight line method of computing 
depreciation allowances was wisely 
adopted, especially as it had received 
the hearty approval of the Treasury 
Department. 

One reason, that 
method, to the general exclusion of 
others, the 


Treasury may well have been its ease 


perhaps, why 


was so acceptable to 
of application in a theoretical manner 
without the necessity for making an 
actual study of physical facts. An esti- 
mate—sometimes a very rough one— 
having been made of the probable 
length of life of a certain class of 
physical property, the rate of deprecia- 
tion could be applied with ease to the 
capital expenditures in a given year 
and continued until the depreciation 
allowances equalled 100 per cent there- 
of : then no further depreciation allow- 
ances were made regardless of how 
much longer the machinery continued 
in service. 

insufficient data this 
method was in many, if not in the ma- 
jority of cases, the best that could be 
followed. In a broad way it was 
equitable and, so far as current de- 
preciation allowances were concerned, 
taxpayers had little fault to find with 
it. The Treasury became so enamored, 


Because of 


however, of the assumed perfection of 
the method, that it concluded it should 


be retroactively applied in computing 
statutory invested capital. The Treas- 
ury refused to recognize, except on 
the strongest kind of proof, that there 
might have been indirect provision for 
depreciation and that, in any event, it 
was a far fetched proceeding to revamp 
the plant accounts for a long period of 
years on a theoretical basis, regardless 
of what the physical facts might be. 

To those who had to meet this pro- 
cedure of the Treasury, and who saw 
how some of the staff practically nulli- 
fied the Commissioner’s rulings when 
he became convinced that theory was 
running riot to the detriment of reason- 
able administration, the recent decision 
of the United States Circuit Court of 
Appeals for the Seventh Circuit in 
Geuder, Paeschke & Frey Company v. 
Commissioner was of especial interest. 
Although bearing directly on the com- 
putation of invested capital, which is 
now to so great extent but a matter of 
history, it may possibly be an im- 
portant precedent for application in 
determining taxable gain or deductible 
loss on the sale of depreciable property 
where the Treasury may attempt to 
compute additional depreciation for 
past years and thus decrease the “tax 
basis” of the property in the year of 
sale. 

The Geuder case was decided by the 
Board of Tax Appeals in favor of the 
Commissioner (11 B.T.A. 1248) but 
the Circuit Court reversed the Board 
and held in substance that the Com- 
missioner had erred in reducing in- 
vested capital for 1918, 1919 and 1920 
on account of alleged inadequate de- 
preciation by applying 
rates to buildings, 


straight-line 
machinery 


and 
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equipment, and that the legal presump- 
tion of the correctness of the Commis- 
sioner’s determination had been over- 
come by the evidence of the corpora- 
officers that the depreciation 
shown on the books was adequate. The 
taxpayer had used varying rates in 


tion’s 


prior years, in some years charging 
off no depreciation. 

The Court’s opinion reads as_ fol- 
lows: 


Petitioner is a Wisconsin corporation 
organized in 1882, and since its organization 
has been engaged in the business of manu- 
facturing tin and japanned sheet metal, gal- 
vanized ware, and metal stampings. Its books 
of accounts showed its invested capital and 
surplus, a part of which consisted of physical 
assets of buildings, machinery, tools and dies, 
factory fixtures and equipment, and automo- 
biles. The company’s investment in 
shown, and the accounts also 
showed depreciation reserves and sinking 
fund accounts representing the amount of 
accrued depreciation of these assets as deter- 
mined by the company. 


these 


assets Was 


In the years prior 
to 1918 petitioner charged off depreciation 
on these physical assets at varying rates. 
This was done for the reason that replace- 
ments of machinery parts, prompt and ade- 
quate repairs and careful attention in various 
years arrested the ordinary depreciation, 
and kept the machinery in proper condition 
and prolonged its useful life. The cost of 
such repairs and replacements were not 
charged to: capital investment, but, on the 
contrary, were charged to operating expense ; 
and at the time petitioner made its return, 
and subsequently at the hearing, it was abso- 
lutely impossible to determine how much 


petitioner had expended for such repairs 


Buildings 
TUNIS go oie topac Sane ermrara nd-aiciwieys eek oe cs 
EY NE Goa a sex ivaise iene tema 

Factory, fixtures and equipment. . 
Automobiles 


Totals 


JO 


URNAL 


un 


and replacements during the previous years 
of the company’s existence. 

The record 
buildings 


of depreciation sustained on 
entered in an account called 
account; that of machinery, 
tools, dies, and other equipment, was entered 
in the sinking fund account. Mr. Frey, peti- 
tioner’s secretary and treasurer, who had 
been connected with the company since 1882, 
fixed the rates of depreciation for the years 
1918 and 1919, and also during the years 
previous to 1918. He also testified to peti- 
tioner’s capital accounts for the assets in 
controversy and the depreciation reserves, 
ind his figures are as follows (see below): 


was 
depreciation 


The witness Frey testified that in deter- 
mining the rates of depreciation he entered 
sufficient amounts to cover the actual 
depreciation of the assets, and took into con- 


sideration the fact that renewals and 
replacements were charged as expenses; and 
that the above column of depreciation 


reserve reflects the true depreciation of the 
assets referred to therein. This evidence is 
also supported by the testimony of Mr. 
Harmon, auditor of petitioner, who has been 
associated with the company for over thirty 
years. It is also supported by the testimony 
of manager Kempter, who has likewise been 
associated with the company for thirty 
It is likewise supported in a large 
measure by witness Roethe, a tax consultant, 
who made an audit of the the 
company for the period involved, so far as 
related to a determination of investment and 
depreciation. 


years. 


boc ks ot 


It is uncontradicted that petitioner at all 
times endeavored to keep its plant and equip- 
ment in the best condition possible, and they 
were in good, efficient operating condition 
during the taxable years in question. The 
evidence further shows that there were some 
years in which no depreciation was taken on 





Depreciation 
in Percentage 
Capital Depreciation of Asset 
Account Reserve Account 
$ 511,148.37 $ 38,249.09 7.5% 
311,730.32 88,347.01 28.3% 
199,864.77 89,060.83 44.6% 
111,674.47 55,842.46 50.0% 
4,784.60 1,342.33 25.9% 
$1,139,202.53 $272,841.72 24.0% 
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the buildings; however, the only testimony 
submitted is that the sound depreciated value 
of these buildings was fully as great as the 
amount at which they were carried on peti- 
books. Witness testified 

that he total 
depreciation on buildings, as shown by peti- 


tioner’s Harmon 


positively considered the 
tioner’s figures, to be ample. 

introduced on 
behalf of respondent except the Commission- 
er’s computations, but respondent relied 
entirely on the legal presumption that the 
Commissioner’s determination is prima facie 
correct and will stand unless overcome by 
competent evidence. In arriving at his figures 
of depreciation the Commissioner proceeded 
on the theory that the books and records 
of petitioner did not provide depreciation in 
the manner prescribed by the Department, 
(which, without question, is the best 
method) ; therefore it must be presumed that 
depreciation was not provided for at all. He 
therefore arbitrarily determined that the 
invested capital and surplus in the assets 
referred to were less, by $259,184.25, than 
the actual capital and surplus as determined 
by the corporation and as shown on its books 
of account. He accomplishes this result, in 
effect, by saying that he allows taxpayer 
to take depreciation at certain percentages, 
which he calls permissible rates of deprecia- 
tion. These percentages of depreciation from 
1898 to 1917, inclusive, were applied by 
Commissioner regardless of petitioner’s con- 
tention that it had adequately provided for 
depreciation by renewals and replacements 
and proper maintenance of its assets, the 
expense of which was charged to operating 
expense, thereby reducing its surplus as 
effectually as a charge to a depreciation 
reserve would do. The computation began 
with 1898, because the company’s 
for earlier were not 


There was no. evidence 


records 


years available. The 


Commissioner, for example, applied a 
straight rate of five per cent. as the rate 


of depreciation on machinery, on the assump- 
tion that machinery would be worn out, 
exhausted, and useless at the end of twenty 
years. Theoretically this is quite a safe pro- 
cedure in the 
but in this 


absence of better evidence; 


particular case there were 
machines that had been in use as long as 
forty-five years and were still rendering 


proper service, due to keeping them in good 


repair and promptiy replacing all broken 


parts, and making such renewals as were 
necessary. This fact proves conclusively that 
no rule or rate can in all instances accurately 
measure depreciation. While it may form a 
sate basis for a prima facie case, it must 
give way to the facts in each particular case 
if those facts are presented and are incon- 
sistent with the rate. 

Previous to the enactment providing for 
income tax the necessity for detailed records 
of depreciation was not so apparent as now, 
and they were not kept in such manner as 
to be fully informative. Since the enactment 
many taxpayers have learned this, and have 
been greatly benefited thereby, so far as the 
future is concerned. We think this fact 
merits consideration, and it has generously 
received consideration at the hands of the 
United States Board of Tax Appeals. 

In the case of Appeal of Cleveland Home 
Brewing Co., 1 B. T. A. 87, the Board used 
the following language: 

“Depreciation * * * is a 
fact. 


question of 
has allowed taxpayers a 
allowance for * * * wear 
and tear of property used in the trade or 
business’ as a deduction from income, to 
make whole their capital investments 
before levying a tax upon that income. 
The Commissioner in this case asks us to 
accept a readjustment of taxpayer’s in- 
vested capital upon a mere assumption that 
the property of this taxpayer was reason- 
ably depreciable at certain arbitrary rates 
and in equal annual amounts over a period 
of 11 completed years. No evidence is 
offered that the alleged depreciation has 
actually occurred. None is even offered 
that property of the kind here in question 
usually deteriorates at approximately the 
rates used in the computations of the 
examining agent. Upon the record so made, 
we must sustain the position of the tax- 
payer.” 


Congress 
‘reasonable 


At this point the Court quoted at 
some length from the Board’s opinion 
in Appeal of Kansas Milling Co., 3 
B. T. A. 709, and Marigold Garden 
Company and Randolph Hotel v. Com- 
missioner, 6 B. T. A. 368, the purport 
of which similar to the 


was above 


(Continued on page 19) 
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Offices in the South 

lever since the founding of our firm 
we have had engagements for clients 
who were located in the South or who 
had interests there. These engage- 
ments have for the most part been 
handled from our Northern offices, or 
in the case of Texas by Messrs. Peter 
& Moss of Dallas, with whom we have 
had reciprocal relations for many 
years. 

The industrial growth of the South, 
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which during recent years has been 
hardly short of phenomenal, is a de- 
velopment which has brought with it 
an increasing call upon public account- 
ants. In order to render the most ef- 
fective service to our clients, it has 
seemed desirable that we have several 
offices in the South, thus rounding out 
the geographical scope of our organi- 
zation. 

An office has therefore been opened 


in Atlanta, Georgia, which is the 
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the South- 
ern states east of the Mississippi. The 
Atlanta Mr. 
Stephen B. Ives, who is an alumnus of 


business center of 


natural 


office is in charge of 
Harvard University and who received 
his accountancy training in our New 
York office. His experience has been 
such as to equip him to make the At- 
lanta office a helpful one to those of 
our clients who have occasion to utilize 
its services. 

\n office has been established also 
in Dallas, Texas, by the merger of the 
practice of Messrs. Peter & Moss with 
that of our firm. We welcome warmly 
to our L. R. B. & M. organization 
these old friends. The members of the 
former firm of Messrs. Peter & Moss 
will continue their association with us 
as partners at the Dallas office. The 
enlarged facilities will permit of still 
more effective service to their clients 
and ours in the Southwest, especially 
to those who have business or financial 
relations with New York and_ other 
sections of the country. 


Serving Our Profession 
Theodore Roosevelt is quoted as 
having said on one occasion that every 
man owes his profession a part of his 
time in unselfish service. Opportunities 
for doing so present themselves ever 
and anon. 

At the annual convention of the Na- 
tional Association of Cost Accountants 
held in Syracuse in June last, Mr. Gee 
was elected president. This is a gratify- 
ing recognition of the service he has 
been rendering the Association in one 


way and another ever since its organ- 
ization. This is the second time a mem- 
ber of our firm has been chosen to lead 
the Association, Mr. Lybrand having 
been its second president. 
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Mr. Marsh has but recently com- 
pleted his term of office as president 
of the Pittsburgh Chapter of the Asso- 
ciation. He is also serving on a com- 
mittee which is studying the account- 
ancy course of the University of Pitts- 
burgh for the purpose of submitting a 
report on the content and presentation 
of the course. Mr. L. F. Blake, of our 
Boston office, has recently been elected 
treasurer of the Chapter in that city. 

At the annual meeting of the New 
York State Society of Certified Public 
Accountants in May last, Mr. Staub 
and Mr. Sinclair were elected first 
vice-president and treasurer, respec- 
tively, of the Society. 


Another International Congress 
Echo 


Not long ago there came into the 
writer's hands a copy of the Current 
Economics publication which is issued 
periodically by the Osaka University of 
Commerce in Japan. A large part of 
this issue was devoted to an article on 
“The Third International Congress on 
Accounting” by Professor S. Suyama, 
one of the Japanese delegates to the 
Congress in September of last year. 

The publication was entirely in Jap- 
anese, excepting for the titles of papers 
and the names of participants in the 
program. Hence, the writer had to 
forego the pleasure of reading Pro- 
fessor Suyama’s comments on the 
Congress, and had to content himself 


with seeing Colonel Montgomery’s 
name given as President of the 


Congress and noting among the sched- 
ule of papers presented that of Mr. 
Gee on “Accounting for Burden” and 
that of Mr. Staub on ‘Consolidated 
Financial Statements.” 
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The Financial Statement Interpreted for the Public* 


H1ENRY 


Since the investment bankers and 
brokers are quite familiar with the 
language employed by the accountant 
the matter of interpretation resolves 
itself into an explanation of principles 
underlying financial statements and a 
pointing out of the need for reading 
carefully. 

Any public statement of condition 
must be quite abbreviated because of 
the limitations of space and because 
experience has taught that it is usually 
not expedient to disclose detailed in- 
formation to competitors and others. 
The accountant’s comments, which 
usually accompany the balance sheet, 
do not find their way into the hands 
of the public and oftentimes neither 
the operating statement nor surplus 
account are disclosed, although they are 
essential to a proper understanding of 
the financial position. 

\t the present time most corpora- 
tions that borrow money have audits, 
as do those where the capital stock is 
not closely held. If a corporation’s 
annual report or other submitted state- 
ments are not accompanied 
auditor’s certificate, the 
warned by its absence to beware. 
There have been cases where the 
auditor’s certificate has been rendered 
but, for reasons best known to them- 
selves, the company’s officers have 
made public a statement prepared in- 
ternally, without reference to the audit 
report. In other cases statements have 
been made public with the reference 
that annual audits are made by a desig- 


an 
reader is 


by 


* A paper presented at the Convention of Asso- 
ciated Stock Exchanges in Minneapolis on May 
20, 1930. 


c. 


(Chicago 


HAWES 
Office) 


nated firm of public accountants. Such 
reference is not sufficient, as there is 
no assurance that the auditor’s findings 
agree with the published statements. 
In case are submitted 
with an auditor’s certificate, both state- 
ment and certificate should be carefully 
read. Certificates are of two kinds: 
those which are qualified and those 
which are unqualified, and the public 
should be alert to the import of any 
and all qualifications, designated by 
footnotes or shown, on the 


statements 


otherwise 
face of statements. 

While the accountant is reluctant to 
issue a qualified certificate, it is some- 
times necessary to do so, occasionally 
in cases where the true facts cannot be 
determined, or, more generally, in cases 
where the client restricts the scope of 
the examination or refuses to accept 
changes necessary to permit certifica- 
tion without qualification. 

\ccountancy is not an exact science 
and financial statements represent the 
conclusions of those who prepare them. 
The conclusions, of course, are made 
from the information obtained and 
vary with the experience and ability of 
the individual or group that assumes 
the responsibility for the statements. 
Such statements, therefore, are not in- 
fallible although when prepared by 
qualified persons and submitted with- 
out reservation they may be accepted 
with confidence. 

It is, therefore, important that the 
public know whether or not a given 
statement was prepared as the result 
of an independent examination by an 
experienced accountant of good char- 
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acter who has ability and good busi- 
ness judgment. 

The balance sheet has been defined 
as “‘a condensed statement of the assets, 
liabilities and net worth or deficiency 
of an individual organization, or any 
financial entity, at a given date.” 

It is in reality an instantaneous pic- 
ture of the financial position and is 
necessarily of a historical nature since 
the financial position may and often 
does change quite rapidly. 

Balance sheets are usually based 
upon the theory of going concern value, 
that is the value in use to a continuing 
company. Creditors should not accept 
the stated value of assets as a guide 
to their forced market or liquidating 
value. 

In this connection the following 
quotation from an article appearing in 
a recent issue of a widely read financial 
magazine is of interest: 

“The book value calculated from a cor- 
poration balance sheet is a purely theo- 
retical figure. In theory, it is the net worth 
of the common stock if the business were 
suddenly shut up, all assets realized upon, 
all prior claims paid off and the entire 
business liquidated.” 

The above shows that even the 
author of the article, a financial writer, 
does not properly interpret a balance 
sheet. As previously stated the balance 
sheet of a going concern is not and 
never was intended to reflect realizable 
values throughout. 

One must understand the theory 
underlying the valuation of each bal- 
ance sheet item in order to interpret 
the balance sheet. Accounting practice 
may at some remote date change to a 
basis of valuation at realizable market 
value or present day value. At present 
the general theory of valuation is 
historical cost, adjusted in certain cases 


where it is expected that actual losses 
will be realized in the near future. 
Profits are not taken until they are 
realized. 

The balance sheet as now constituted 
is important primarily in the deter- 
mination of earnings. The items which 
are not income of a current period are 
applied to reduce assets or are carried 
as liabilities. Transactions which are 
not expenses of the period either serve 
to reduce the liabilities or are carried 
as assets on the balance sheet. Earnings 
consist of realized and accrued income 
less expenses, including estimated near 
term losses unrealized at the balance 
sheet date and allowances for replace- 
ment of wasting assets. 

In interpreting a financial statement 
consideration should be given to the 
size and type of the business unit. No 
one should attempt to draw compari- 
sons between the statements of indus- 
trial organizations and those of public 
utility companies, and in many in- 
stances, it would be useless to compare 
either the financial status or operating 
statistics of one type of industrial with 
one of a different type. 

Ratios of current assets to current 
liabilities, and of individual items with- 
in those groups to the total of the 
groups, will naturally vary with the 
type of business. Also the ratio of plant 
investment and of other assets to total 
assets or to capital will fluctuate be- 
tween industries. It is, therefore, neces- 
sary in interpreting a given financial 
statement to make comparisons with 
other business units of similar type, 
size and condition. 

Comparisons should also be made, if 
possible, of the current balance sheet 
with the one of a year previous if any 
conclusions are to be drawn as to 
progress and financial policies. 
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Regardless of the type of company 
whose balance sheet is under considera- 
tion there are certain points common 
to all which call for interpretation. 

In view of the wide varieties in state 
corporation laws, it is advisable to 
know in what state a company is in- 
corporated. Tins information might be 
set forth opposite the company’s name 
or as a memorandum under the caption 
“Capital.” 

Items of different character should 
not be grouped under a compound cap- 
tion and, in cases where general de- 
scriptions are used, the reader should 
examine carefully and perhaps secure 
the amounts of each item included in 
the general caption. 

It should be determined whether or 
not the accounts receivable or invest- 
ments include interests in subsidiary 
companies. In the event that the invest- 
ments represent more than a fifty per 
cent interest in a subsidiary, a con- 
solidated balance sheet of the parent 
and subsidiary, or a separate statement 
of the subsidiary, may be required for 
a proper understanding of the situa- 
tion. Oftentimes the picture is entirely 
changed when this information is ob- 
tained. There is not sufficient time to 
discuss the questions as to when a con- 
solidated statement should be made, as 
to what values should be placed upon 
the assets consolidated, and as to the 
treatment which should be accorded 
the various surplus accounts, or any 
other of the important features which 
must be given consideration when a 
consolidation is made. Much has been 
written on these points and the mat- 
ters should be given careful study by 
the recipient of a balance sheet of a 
company having subsidiary interests. 

As an illustration of the need for 


consolidated statements reference is 
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made to the case of a well known manu- 
facturer who issued a balance sheet 
with the object of reassuring the public 
as to his financial strength. The product 
of the company was being distributed 
largely through subsidiary corpora- 
tions. The published statement made 
only slight reference to the subsidiary 
companies under the caption of invest- 
ments, which really represented the 
aggregate of the capital stocks of the 
subsidiary companies at par value. The 
public did not realize that the item of 
receivables included large amounts due 
by the subsidiary companies for fin- 
ished product in their warehouses. The 
corporation drifted into financial diffi- 
culties and those who placed reliance 
on the statement and invested on its 
good showing incurred heavy losses. A 
consolidated statement should have 
been submitted with warehouse items 
taken up as inventory, valued at fac- 
tory cost plus freight, and not shown 
as receivables including 
profits. 


unrealized 


In the case of industrial or com- 
mercial enterprises, the balance sheet is 
usually arranged with the assets stated 
in the order in which it is anticipated 
they will be converted into cash. Like- 
wise the liabilities are shown in the 
general order in which they will be 
paid or in the order of their preference 
under the law. Although there is no 
fixed rule in regard to what constitutes 
current assets, it may be said in gen- 
eral that all items are excluded there- 
from which will not be converted into 
cash within one year. Also, advances 
to officers and employees are usually 
excluded to avoid abuses which might 
follow the practice of treating such 
items as current assets. Marketable 
securities although readily realizable 
are usually not included with current 
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assets if it is the intention to hold them 
for investment over a longer period 
than one year. 

\ll liabilities which mature beyond 
one year from date of the balance sheet 
and others of a contingent nature, 
which been reserved for, are 
ordinarily excluded from the current 
obligations. 


have 


Although a detailed discussion of 
balance sheets cannot be made I have 
selected certain of the more important 
items for consideration. 


Inventories 


In the case of manufacturers and 
merchants the inventory is usually the 
largest single item of importance on the 
balance sheet from the standpoints of 
value and of effect upon future profits. 
The various bases of inventory valua- 
tion are (1) cost, (2) market value, 
(3) cost or market value, whichever 
modifications of the 
above. Conservative practice accounts 
for the use in most cases of the lower 
of cost or market value. The use of 
market values for by-products of flour 
milling, meat packing and certain other 
businesses is considered sound prac- 
tice, as the cost of the main products 
is dependent upon the realizable value 
of the by-products. 


is lower, (4) 


The basis of valuation 
should be revealed to the public; the 
failure to do so may raise question. In 
case the stated basis of valuation is 
cost, the interpreter should seek to de- 
termine whether the actual value is less 
than cost because of market declines, 
unbalanced quantities, obsolescence, 
physical condition, etc. In case market 
values are used the reader is on notice 
that unrealized profit is probably in- 
cluded. The use of the words “esti- 


inventory 
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mated cost’ indicates that actual cost 
data were not available and while the 
total value may be substantially correct 
it should not be accepted with finality. 

Since inventories may be readily 
overvalued through the inflation of 
quantities the public should insist on 
knowing what steps were taken, if any, 
to verify the quantities. Too much 
stress cannot be laid on the importance 
of this point. Where an unqualified 
certificate is given it may be assumed 
that the accountants have satisfied 
themselves as to total inventory values. 
In cases where any qualification of in- 
ventories is made the public should 
realize that possibility of overstatement 
exists. 

Marketable Securities 

If marketable securities are valued at 
cost, as is usually the case except with 
security dealers, the market value at 
date of the balance sheet should also 
be shown as an explanation. The ques- 
tion as to whether the so-called invest- 
ment trust type of company may value 
security holdings, rights, and stock 
dividends at market values is a debat- 
able one which is receiving great atten- 
tion at the present time. During Sep- 
tember, 1929, the president of the New 
York Stock Exchange announced : 


At the present time it appears that the 
Exchange could go no further than to 
take the position that it will raise no 
objection to the method by which invest- 
ment trusts, holding companies and others 
account for stock dividends received by 
them and not realized upon, provided there 
is the fullest disclosure of the procedure 
adopted, and provided that these are not 
included in the income accounts of the 
receiving companies at a greater dollar 
value per share than that at which they 
have been charged to income account or 
earned surplus account by paying com- 
panies. 








eee 
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While market value was urged as a 
proper basis for stock dividend valua- 
tion before the recent deflation in the 
security markets, sentiment now seems 
to be changing to the more conserva- 
tive basis of placing no value on such 
dividends until realized through sale. 

The determination of the amount of 
realized profit in case of sale of divi- 
dend stock is also a controversial sub- 
ject at present. Needless to say the 
statements of investment trusts require 
careful interpretation. 


Deferred Charges 


There should be included in deferred 
charges only items expended which 
will definite value to future 
operations. The items often included 
with deferred charges are bond dis- 
count, prepaid interest, unexpired in- 
surance premiums, supplies, prepaid 
rent, taxes, advertising, organization 
developmental etc. 
Since it is difficult in the case of cer- 
tain items to determine with accuracy 
the amount of future benefit to be 
derived therefrom, the net 
sometimes overstated by considerable 


have a 


expense, costs, 


worth is 


amounts due to assuming too liberal 
an attitude toward such items.  con- 
servative management usually charges 
off organization and development 
expenses immediately or over a short 
period and when large amounts appear 
therefor on a balance sheet question 


should be raised. 


Fixed Assets 


The basis for valuing fixed assets 
should be disclosed, as it may be either 
historical cost, cost in common stock 
or cash at date of a consolidation, or 
appraised value. With the exception of 
fixed are not stated at 


market value, as such value is difficult 


land, assets 
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to determine and ordinarily it would 
be quite low. The true value of any 
plant is its going concern value, that 
is, its value to the particular company 
for a given use. The ultimate security 
the 
power of the properties or, in extreme 


to mortgage holders is earning 
cases, the salvage value in case of a 
sale. A plant may be suited only for 
a particular use at a given point, or 
it may be inefficient and partially obso- 
lete, so that its ready market value in 
either case would be low in relation to 
cost or appraised value. 

Appraisal values are of interest as 
they indicate what it would cost at a 
given date to reproduce the identical 
properties in their present condition. 
Appraised net sound values are not 
intended to reflect market values and 
they ordinarily do not give effect to 
extraordinary obsolescence. 

The important phase of fixed asset 
valuations is their effect upon the 
determination of earnings. A funda- 
mental of corporate trusteeship is that 
paid-in capital be segregated and pre- 
served for the owners. If fixed assets 
are carried at cost and ample pro- 
vision is made for preserving the 
original investment in such assets, the 
interests of the owners and creditors 
have been served. The preservation of 
the original investment is accomplished 
through a charge to operations for 
depreciation and which 
is recovered in the sales price of the 
product or merchandise handled. It is 
being contended by some that, in case 


obsolescence, 


appraised values are shown on a finan- 
cial statement, the operations should 
be charged with depreciation on such 
values rather than on 
recommended in 


cost. This is 
order to _ protect 
security holders or creditors who have 
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advanced money on the strength of 
appraised values which in most cases 
are in excess of the cost basis. 

It is evident that the public should 
know the basis for depreciation and 
the annual rates applied to each class 
of property. While it is true that 
depreciation is only an approximation 
and that theories of depreciation are 
complicated, taught 
certain general rules which can be used 
to test the reasonableness of the annual 
allowance for wear and obsolescence. 


experience has 


Liabilities 

Little need be said in regard to the 
liability section of the balance sheet. 
Known liabilities which are definitely 
determinable are usually clearly set 
forth on the financial statement. How- 
ever, attention should be drawn to lia- 
bilities of a contingent nature which 
are the “effect of acts or conditions 
prior to the date of the balance sheet 
which may liabilities 
after that date.’”” Included in this cate- 


become actual 
gory are such things as litigation in 
connection with infringements of pat- 
ents, breach of contract, income taxes, 
and contractual various 
kinds. There are also included in this 
classification any contingencies which 
may result in loss or may affect the 
ratio of current assets to current lia- 
bilities, such as discount of negotiable 
paper, indorsements and guarantees, 
pledge or assignment of assets, out- 
standing letters of credit, purchase 
commitments, etc. It is customary to 
mention all such items as a note on 
the balance sheet with amounts shown 
to indicate the maximum liability. The 
interpretation of all such comments 
should be done with care, since 
extremely important contingencies may 


claims of 





B.&M. JOURNAL 


appear quite innocuous as they are 
described on the statement. 

The use of reserves on the liability 
side of the balance sheet beneath the 
current liabilities may lead to confusion 
on the part of the public. Where 
reserves are carried for the valuation 
they should be deducted 
directly from the assets. Other reserves 
which often do not represent actual 
liabilities merely reflect conservative 
policies of the management. Such 
reserves are really appropriated sur- 
plus and should be considered a part 
of the net worth. In any given instance 
it may be difficult to interpret the true 
meaning of these reserves but sufficient 
information should be secured to 
enable the reader to judge them cor- 
rectly. 


of assets 


Capital Stock 

Securities, like ladies’ wearing 
apparel, are a matter of fashion. Dur- 
ing a recent discussion between a 
banker and a radio manufacturer the 
latter stated that obsolescence was a 
great factor in the radio industry, any- 
thing over two years old being antique. 
The banker then remarked “and so it 
is with types of investment securities”’. 

The capital stock section of the 
balance sheet cannot be interpreted at 
present without careful study of each 
classification as to preference, divi- 
dends, conversion privileges, options, 


warrants, rights, call price, voting 
privileges, etc. In some cases the 


capital stock covenants are so volum- 
inous and so involved that they can- 
not be adequately disclosed on the face 
of a balance sheet. This is especially 
true of many of the issues floated 
during the past two years. Even the 
well known Philadelphia lawyer must 
have difficulty in understanding their 
unique terms in some cases. 
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the stock issues are 
listed on the balance sheet in the order 
of their preference as to assets. The 
information usually includes 
number of authorized and 
issued, value per share in case of par 
value stock, and dividend provisions 
in case of preferred stock. 


Ordinarily, 


shown 
shares 


The balance sheet interpreter in 
analyzing the capital structure should 
know how much was issued for cash, 
for other tangible goodwill, 
appreciation of fixed assets in a reor- 
ganization, and stock dividends. This 
is particularly advisable in the case of 
no par stock issues. In recent times it 


assets, 


has become possible for a corporation 
by directors’ action to place almost any 
value on assets received in exchange 
for no par common stock with a cor- 
responding value ascribed to the stock 
itself. The and 

under which assets 
should be 


circumstances 
were valued 
particularly in 
cases of reorganization where actual 
ownership does not change. The public 
also should know whether the stock 
was issued during a period of security 
inflation or depression. 


basis 
the 
revealed, 


When the market value of the stock 
at date of issuance in an inflated mar- 
ket is placed on the assets acquired, 
caution should be exercised in con- 
sidering the asset values thus deter- 
mined, 

Let us assume that at date of incor- 
poration the market value of a com- 
pany’s stock was $60 per share and 
that the present deflated value is $30 
per share. This present price indicates 
that the fixed and intangible assets are 
now appraised by the public at much 
less than the values at which they are 
carried in the balance sheet. 

A\ buyer of common stocks should 
pay particular attention to bond and 


wn 


preferred stock conversion privileges 
and their possible effect when consum- 
mated. Options given to buy additional 
common stock at a_ stipulated price 
less than the book or market value may 
serve to dilute the stock in hands of 
present holders. 

The subject of the value of divi- 
dends paid in no par common stock 
and transferred to capital stock is one 
of considerable controversy. It is 
argued by some that since no assets 
have been distributed to stockholders 
there should be no value transferred 
from surplus to capital stock but only 
the additional 


shares outstanding 
should be 


indicated. Since the pur- 
pose of quarterly stock dividends is 
to withhold earnings from distribution 
in cash, the end is defeated unless some 
transfer is made in connection with 
such dividend payments. The question 
then the amount to be 
whether it shall be the 
statutory or declared value per share, 
the value per carried on the 
books, or market value at date of dis- 
tribution. The latter method had many 
advocates among investment trusts 
and other dividend recipients during 
1929, while at the present time a more 
conservative viewpoint is being taken. 


arises as to 
transferred, 


share 


In any case the effect upon capital 
stock and surplus is such that the bal- 
ance sheet interpreter should learn the 
facts. 

Surplus 


Surplus at first thought may be con- 
sidered as being undistributed earn- 
In addition to such earned sur- 
plus, however, one may find paid-in 
surplus, donated 


ings. 


surplus, appraisal 
surplus, appropriated surplus and mix- 
tures thereof. 

The various surplus classifications 
should be segregated on the balance 
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sheet to disclose how the items arose. 
While earned surplus from an eco- 
nomic standpoint is the only amount 
available for true dividends, certain 
state laws permit the payment of 
dividends out of other forms of surplus 
without disclosure of the source of the 
distribution. When dividends are paid 
from other than earned surplus they 
constitute, in fact, a return of capital 
or of an unrealized book gain. An ex- 
ample of the latter would be a pay- 
ment on the basis of appreciation of 
fixed assets. 

A practice occasionally found is that 
of charging paid-in surplus with or- 
ganization expenses, unamortized dis- 
count on bonds, commissions and 
discounts on sale of capital stock, and 
premiums paid in the purchase of par 
value capital stock. Also there have 
been instances where goodwill and 
fixed assets have been written down 
through a charge to surplus on the 
grounds of conservatism. The principal 
danger in some cases of such pro- 
cedure is that the ensuing earnings may 
be distorted thereby. 

Where the general term “Surplus” 
is found on a balance sheet without 
explanation the interpretation should be 
that there may be included any one or 
all of the classifications and adjust- 
ments outlined herein. 

As an ideal it may be suggested that 





each and every balance sheet be 
accompanied by an analysis of capital 
stock and surplus accounts. 

The subject of sinking funds, which 





are in reality appropriated surplus 
temporarily withheld from distribution, 
deserves mention. Such funds are 
created for the retirement of debenture 
and mortgage bonds and _ preferred 
stocks. It is the intention of most sink- 
ing fund agreements that earnings be 
retained in the business in sufficient 
amounts to replace the loan or capital 
by the time it is fully retired. The 
business is assumed to need the funds, 
secured from the public, permanently 
and since the bonds or stocks are being 
retired an equivalent amount must be 
added out of earnings, a substitution 
of funds thereby taking place. The 
sinking fund protects the interest of 
security holders and after the securities 
are all retired the sinking fund may be 
transferred to earned surplus and be- 
come available for distribution if 
deemed advisable by the directors. An 
understanding of these principles is 
necessary in order to interpret prop- 
erly the meaning of sinking funds. 

If time permitted it would be helpful 
to select a few typical financial state- 
ments and attempt to interpret them 
for you but that must now be left for 
you to do, 
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INVENTORY TURNOVER 


MANUFACTURING INDUSTRIES—COMPILED FROM STATISTICS OF 
INCOME PUBLISHED BY UNITED STATES TREASURY 





Gross Sales Sales Divided 

or Operating by Ending 

Revenue Inventories Inventories 
1927 1927 1927. 1926 1925 
Pood PROGUCIS: 62.065 babe ck ceSaees $13,612,366,140 $ 1,823,919,385 75 Vs 8.4 
Teste PROGWNE 5.0... 2cicccansens 7 642,397,127 1,859,359,759 4.1 4.3 4.1 
Leather products ..........2% eres 1,692,878,149 421,561,865 4.0 4.1 3.4 
Rubber products ........ Rane Siasntet 1,413,986,026 331,008,530 4.3 4.5 5.9 
Lumber products ............ ae 2,694,795 ,244 740,276,263 3.6 3.8 3.9 
Panett PYOGUCIS: ....60.5 600 ccs are 1,596,282,059 298,315,896 5.4 5.4 5.2 
PENNE orc ee cc nee a 2,143,229,019 218,964,531 98 9.9 9.5 
i eee eee iy 8,036,189, 168 1,464,605,333 5:5 4.0 4.6 
Stone, clay and’ elass.............: 1,558,058,089 319,982,765 49 i 6.0 
Metal manufacture ............... 18,411,159,316 3,900,632,525 47 4.4 4.6 
All other manufacturing........... 2,130,542,383 505,267,066 4.2 4.1 4.4 
EE oe ee ee ee OS $60,931 ,882,720 $11,883,893,918 5.1 49 Si 


DEPARTMENT STORES—FROM BULLETIN NO. 78, MAY, 1929 OF BUREAU 
OF BUSINESS RESEARCH, HARVARD UNIVERSITY 


Rate of Stock-turn—Year 1928 


Less than 3-3.9 4 times 

3 times times and over 

Dita: Nee (SaO6i.< .<scos cic crcnck sw eewseee comews $2,400,000 $2,500,000 $5,500,000 

Sares: Silk NMNONOE Ss os osins base Sede woadensee sree 6,500 7,500 8,000 

Sales per Square Foot Selling Space.............. 24.00 34.00 45.00 

Sales per Square Foot Total Space................ 19.25 23.50 27.00 

Rent per Square Foot Selling Space............... 90 1.00 1.50 

Rent per Square Foot Total Space................ 70 70 95 
Proportion of Selling Space to Total Space........ 19% 66% 63% 


The typical rate of stock-turn in department stores in 1928 was 3.9 times based on 
beginning and ending inventories, and 3.5 times based on monthly inventories, in each case 
where cost of sales is the other factor. 
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PERCENTAGES OF INVENTORIES TO OTHER ASSETS 


From Corporation Prorits py LAuRENCE H. SLOAN 
PUBLISHED BY HARPER & BROTHERS 


Percentage of Current Assets in 


No. of Inventories Acc 
Cos. GROUP 1926 1927 
16 nny IS on ad Sa oa ah ate wig een 70.8% 72.6% 
3 SEM ars) arcing anas arene cae ewe Sion ia ween 70.2 67.4 
+ Woolen Goods Pgiatetalavaie ween aiacitato ieee eects ee 63.5 66.1 
4 IT I ot st 2 ethene een A ee crest ark Bee ey a 61.9 63.8 
13 Theaters, Moving Pictures, and Amusements...... 60.3 62.9 
7 Paper pare 55.9 59.5 
6 EE Ss RRM rapt eh ne, Lee ROBE rs AO RR 53.3 59.0 
47 I etnies ee thie rane Bi eka ane shale ata we nedierern 55.9 57.6 
17 Copper Siaicun wy sri ee bid id Tata Wie a eet Bn oes oa aoe 55.2 57.4 
3 IIE og of fd ox panee ete aura eke Tewae 52.9 55.7 
13 SE ate cedar iin Guise teens ena eneata monet as 51.4 55.6 
9 MIN, NUNN, ooo id Cos ot x tle Daca ad Sabana 58.4 55.0 
50 Metail TAGE 2... ccceecsen eh ce waco Cowes 52.6 52.9 
13 NN wr cau diectevasidatesls Rae gee BR al 51.0 52.4 
21 IE eed Oe oink oO tale ete era oho e aN ere aa 48.0 50.8 
4 NE i ered ere, Se lense Gaon ue artne aoe OE 47.1 47.5 
10 Coal Sascha eae ere ciate ates aire onan ets kt le 47.4 
22 Machinery and Machine Equipment.............. 45.3 44.9 
14 Miscellaneous Mining and Smelting.............. 3.8 44.6 
3 MI 09 Sch aS ok toad wir erare a Boa inte ela 36.4 42.9 
14 Household Equipment and Supplies.............. 50.1 42.8 
29 Building Equipment and Supplies................ 42.0 42.2 
23 MID cra. 6 oan oo Gans eS wth wee bee naw ws 45.1 41.2 
KS Miscellaneous Manufacturing ................... 40.8 41.1 
22 \utomobile Parts and Accessories............... 40.9 39.5 
36 NER I occ rn iath ara opto ce webeeed acne ewe 35.4 37 .O 
7 Aeroulteral Tsprements .........s.c0.csee es .. 43.3 36.4 
6 POCURCCEE TOMMNDNE, oo. oc cce se cvincveeeevcacees 34.8 33.5 
14 COED SRIINIOEY  ooigne isececc nce netscaoecn 34.2 32.1 
9 Drugs, Medicines, Cosmetics, etc................ 31.8 31.9 
8 Radio and Musical Instruments................. 42.1 30.5 
7 Office and Business Equipment and Supplies...... 32:5 28.8 
7 TRE NNT 6509 erasing ra aa erns nee alad oaA 26.2 26.5 
13 PEON. SEE ono ose veins wos vtascwecse 22.0 20.9 
5 Shipping and Sihipbwilding..............00seceseces 13.1 10.4 
RUCKARE. St) COMBRMIER, «oo ics.csicccceesccces 49.0° 48.5% 
* Approximate. 
From Butietin No. 29, JANuAryY 7, 1930 
PUBLISHED BY UNIVERSITY OF ILLINOIS 
Ratio Automobile 
1920 1926 
Pees 0 CRA FANE... cc oo sc os teens eee asdunees cares 442 .284 
NE FUOOENS. S TORAl FRAOBES. 5c csc ccte iw ckwieninns arveineaie 695 560 
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Notes 

A recent issue of the Betriebswirt- 
schaftliche Rundschau und Archiv 
fuer Revisions und Treuhandwesen, 
a scientific management magazine pub- 
lished by an organization of account- 
ants in Germany, contained as its lead- 
ing article one by Mr. Sweet of our 
firm entitled “Kritische Bemerkungen 
ueber die Buchungsmethoden gemein- 
nutziger Koerperschaften in den Ver- 
einigten Staaten von Nordamerika.”’ 
The title of the article in the original 
English was “Significant Accounting 
Policies of Public Utility Corporations 
in the United States.” The translation 
into German was exceptionally well 
done. 


A Bank’s Attitude Toward 
Inventories 
(Continued from page 2) 

titled ‘Verification of Financial State- 
ments,” submitted, as the title page 
shows, for the consideration of bank- 
ers, merchants, manufacturers, audi- 
tors and accountants. This pamphlet 
contains detailed, technical procedure 
for audit of inventories and the other 
accounts, all subject to the reservation 
that the extent of the verification is to 
be determined by the auditor in each 
case on his responsibility with regard 
for the conditions in the particular 
concern. It is not believed advisable 
for the bank to distribute copies of this 
pamphlet indiscriminately to every 
customer, but giving the pamphlet to a 
customer disinclined to authorize a 
thorough audit might be persuasive. 


A Court Decision on Depreciation 
(Continued from page 6) 
quoted opinion of the Board in Appeal 
of Cleveland Home Brewing Co. The 

court then goes on to say: 


OUR N AL 19 


The Commissioner calls our attention to 
the decisions of the Board in Appeal of City 
National Bank, 2 B. T. A. 623, and Appeal 
of Union Terminal Cold Storage Co., 4 B. 
T. A. 264, and contends that these cases 
subsequently considered and _ distinguished 
the appeals of Cleveland Home Brewing 
Co., Russell Milling Co., and Rub-No-More 
Co., supra. These cases merely distinguish 
the facts from those in the older cases, and 
a reading of these two later cases cited by 
the Commissioner shows that the facts are 
quite dissimilar; in fact, in the Appeal of 
Union Terminal Cold Storage Co. there was 
no evidence whatever introduced to show 
that taxpayer had ever charged off any 
depreciation. In the instant case the officers 
of taxpayer, who have been closely and con- 
tinuously associated with it for thirty years 
or more, are positive in their testimony that 
the amount of depreciation sustained during 
the preceding years is identical with the 
amount charged off by taxpayer. This we 
regard sufficient, under the decisions of the 
Board from which we have quoted, to over- 
come the prima facie case made by the Com- 
missioner’s finding. This position is fully 
supported by Haugh & Keenan Storage & 
Transfer Co. v. Heiner, 20 F. (2d) 921. 
For this reason it is not necessary to dis- 
cuss other assignments of error. 

The order is reversed. 

It may be stated in conclusion that, 
after all, depreciation, or the deter- 
mination of proper allowance therefor, 
depends on the circumstances of each 
case. Theoretical rules cannot be blindly 
applied but an effort must be made to 
ascertain and apply all the facts which 
have a bearing on the case. 





Acceptances Under Letters of Credit 
Against Merchandise Received 
Under Trust Receipt 

(Continued from page 3) 
and should frame their questions to the 
banks with sufficient completeness to 
cover all important phases of these 
transactions. If acceptances are known 
to exist, the accountant should satisfy 
himself that he has all the facts and 
should present them properly. 
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Reproduction of first page of the report on the Third International Congress 
in Accounting which appeared in the current economics publication of Osaka 


University of Commerce. 
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